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WEATHERING THE STORm – 
THE AUSTRALIAN dOLLAR  
IN A POST-GFc WORLd
Roger Bridges

T
he global financial crisis (GFC) may have 
proved to be a turning point for the Australian 
economy and the way the Australian dollar 
(AUD) trades in future. In the decades leading 
up to the GFC, and indeed during the height 
of the crisis itself, the AUD always fell against 
the US dollar (USD) in times of adversity. 

However, during the crises experienced since 2009 – most 
notably the European sovereign debt woes and US’s weakening 
economy and credit rating downgrade – despite falling at times, 
the AUD has held up remarkably well compared with its historical 
performance with proportionately less volatility.

With countries previously viewed as safe havens experiencing 
extreme turmoil, it could be said that Australia and its currency are 
now being viewed as a new port of call in times of crisis. Indeed, 
the AUD seems to be benefiting from central banks’ impetus for 
diversification away from currencies such as the USD, as well as 
the Asian growth story. The AUD is increasingly being considered 
to be a strong alternative to currencies that investors would tradi-
tionally turn to in turbulent times. The strong dollar is also having 
effects on other domestic markets. The bond market appears to be 
assuming the role of shock absorber to the domestic economy that 
the AUD used to fill in times of economic turbulence. It is pric-
ing in large rate cuts to offset the effect of the strong dollar on an 
economy that relies heavily on trade.

AUd historically correlated with risk appetite 
and global equities
Since the AUD was first floated in 1983, it has been strongly affected 
by risk appetite and highly correlated with the global equity market. 
This can be attributed to various characteristics of the Australian 
economy and the ways it changed over the past couple of decades. 
Australia has historically lacked sufficient savings to fund its 
investments, partly due to a small population which can’t save enough 
to cover its investment needs. We entered the 1980s with a large 
foreign liability position which needed to be funded by attracting 
foreign capital, requiring high interest rates for foreign debt holders. 
Australia also needed to open its capital markets, as it did in 1983, 
to allow direct foreign investment and for companies to be foreign-
owned. At that time, Australia was fundamentally perceived as a 
high inflation country with inefficient and rigid internal markets, 
especially the labour market.

Following the float, in the 1980s and 1990s, the Australian 
economy underwent several changes:

• The removal of capital controls on foreign transactions saw a 
reallocation of domestic supranational and pension funds into 
overseas assets which were previously restricted.

• Lowering of the inflation temperature with the Federal 
Government’s reform of labour and product markets and the 
stabilisation of inflation expectations by the Reserve Bank of 
Australia (RBA) by setting an inflation target. The increase in 
the RBA’s credibility regarding inflation was one item which led 
to the lowering of nominal interest rates over this period.
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• Concerned by the effect of the savings imbalance 
on the currency, the Federal Government reduced 
its demands on domestic savings by cutting the 
structural deficit. It also reduced the amount of 
outstanding debt by selling off a number of state 
assets. Unfortunately in the Commonwealth’s desire 
to cut its debt spending, responsibility fell to the state 
governments which then over-borrowed, leading 
directly to multiple downgrades and questions being 
raised about their survival. As a result, they also sold 
off their financial assets and in the case of Victoria, 
their electricity assets. Following the political fall-
out, one of the mantras of state and Commonwealth 
politicians was a commitment to defending their AAA 
status. Recent murmurings from South Australia 
about the possibility of losing its AAA rating to 
keep the state’s major infrastructure program afloat 
signals possible changes in this stance.

• The lowering of nominal interest rates also helped 
fuel the domestic credit boom in the housing sector, 
with domestic credit growth rising at a greater rate 
than nominal GDP growth. The local share market 
was dominated by growth in banking stocks as the 
economy saw a massive increase in the financial sector.

During this period, the currency was largely driven 
by the “carry trade”, particularly the AUD/YEN rate. 
Interest rates in Australia remained relatively higher than 
other markets due to the need to attract foreign capital. 
However, with ultra-low rates prevailing in Japan, investors 
could profitably borrow in yen and lend to Australia on 
an unhedged basis, benefiting from the interest rate 
differential, but with the risk of volatility in the currency 
particularly if the AUD went down. As a result, the AUD 
was at the mercy of risk appetite which caused it to be 
highly correlated with the global equity market.

The best illustration of this occurred during the height 
of the GFC from June 2008 to January 2009 when the 
domestic currency fell by 33% against the USD. This 
may have partially been due to the USD’s strength as the 
world bid up the USD to receive funding. However, in 
the same period the euro (EUR) only lost 18.4%. This 
illustrates the AUD’s vulnerability to risk appetite during 
that period. In fact, the currency has largely been at the 
mercy of the risk appetite prevailing in any period. Until 
recently, that is.

Substantial changes for world 
economies following the GFc
The recent global sovereign debt crises have changed 
market fundamentals. Sovereign debt issued in the home 
country’s currency has always been deemed to be riskless 
in terms of credit; investors would always receive the face 
value, even if it was devalued by inflation.

But the European debt problem was largely a result of 
sovereign nations issuing debt in another currency since 
they did not have the option to devalue their currencies 
or use monetary policy to foster growth. Their only 

tool was fiscal policy. This reliance on fiscal policy was 
largely dependent on the willingness of world capital 
markets to fund countries or the European Central Bank 
(ECB) to supply the necessary money to help fund the 
domestic banks. If doubt arose about a sovereign’s ability 
to repay their debt then this would affect all debtholders, 
especially the banking system. Additionally, countries 
such as Ireland and Iceland used their fiscal resources 
to help bail out their banking systems. If world 
investors refused to fund these countries then it would 
have dramatic effect on domestic growth. The crisis 
worsened as investors increasingly became concerned 
about how possible sovereign debt defaults would affect 
European banks. This was further exacerbated by the 
fact that there was increasing doubt over whether solvent 
European countries would want to bail out the insolvent 
ones. The lack of strong political direction culminated 
in rating agency Standard & Poor’s downgrading almost 
all the Eurozone countries by at least one notch (rating 
level) in January 2012. Of the larger Eurozone countries, 
only Germany retained its coveted AAA rating.

The US has also experienced problems over the past 
year, particularly in terms of political issues revolving 
primarily around achieving cross-party agreement on 
how to handle its large deficit and increasing debt burden. 
It is not that the US cannot afford to solve the problem but 
much of the spending is non-discretionary (defence and 
social security), with one side of the political spectrum 
defending this spending while the other doesn’t want tax 
increases at all. This has seen the Treasury’s “tax take” 
fall even as government spending rose. S&P’s lowering of 
the US’s credit rating was more about the policy impasse 
in Washington than about the US being able to repay 
its debt, and doesn’t appear to have affected the country 
materially. It is still seen as a safe-haven when markets 
panic, with US Treasury yields plunging in the latter half 
of 2011. 2012 is an election year so we’re unlikely to see 
any long-lasting accord reached between the two parties 
on the country’s budgetary position.

The outlook for Australia has 
changed in response
Since 2004, a rise in commodity prices has helped the 
AUD generally. As we can see in figures 1 and 2, in 
the majority of the time, the AUD has been positively 
correlated with global share market movements (as 
measured vs. the S&P 500 index) and with commodity 
prices (as measured vs. the Dow Jones-UBS Commodity 
Index). The AUD has been a weathervane for world 
growth historically. However, 2011 saw a change in that 
pattern with the correlation with the commodity index 
reaching zero. Additionally, despite bond markets still 
pricing in a global depression, we have seen both equity 
markets and the AUD recover.

In many ways the GFC may have proved to be a 
turning point for the Australian economy and the way 
the currency could trade in the future. Australia not only 
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came out of the GFC relatively unscathed, but the 2008/09 period has 
had a major effect on how domestic households adjusted their savings 
activity and how Australia is viewed around the world. Households 
have increased their savings rates and reduced borrowings. At the 
same time, unlike other AAA rated issuers, Australia’s rating is solid. 
With the US and France losing their AAA status and several of the 
remaining AAA rated countries looking shaky, Australia’s position is 
stronger than ever.

Australia was lucky that demand for its primary exports was not 
damaged during the GFC. Growth in Asia remained buoyant and 
demand for our major exports, such as coal and iron ore, remained 
strong. Despite the fact that China’s growth has slowed, it is still 
strong and demand for our commodities should continue. There also 
appears to be a potential lack of iron ore supply in India looming later 
in 2012 due to a combination of government policy cracking down on 
illegal iron ore mines and successive increases in export duties. With 
these factors, as well as increasing population growth and urbanisa-
tion of other emerging countries, not just China and India, Australia 
is well placed.

The low Federal Government debt and somewhat oligarchic nature 
of the Australian banking system, whereby a significant amount of 
power is held by a small number of banks, meant that our banking 
system was not too badly affected by the GFC. As such, Australia has 
avoided the sovereign debt problems suffered by other governments, 
which partially arose due to those governments having to bail out their 
banking systems. The major issue for Australia was that the banks 
were the conduit for the large funding of the current account deficit 
that commenced. However, with the fall in credit growth, the increase 
in the terms of trade and domestic corporates now avoiding the local 
banking system for their funding, issuing offshore means that Australia 
is no longer as reliant on its banking system to raise foreign liabilities. 
However, it is still a major issue separating our domestic system from 
other banking systems. The increase in the terms of trade helps reduce 
the trade deficit but also generates cash flows to the mining sector to 
help fund capital investments. In many ways Australia’s vulnerability 
to the world capital markets has been reduced, but not extinguished.

In these uncertain times, is the AUd a  
safe-haven currency?
Australia benefits from having a very low net debt to GDP ratio by 
international standards and a steady AAA rating. The number of 
countries with a AAA rating is slowly dwindling. Recent problems in 
the US have led central banks to increase their holdings in currencies 
other than the USD to diversify. The AUD may not be seen as a solid 
safe-haven currency. However, at a minimum it is a safe-haven bond 
issuer and the currency is differently benefiting from investors want-
ing to diversify out of the USD.

Figures 1 and 2 above show the recent changes in correlations in 
long-term relationships to the AUD, highlighting the fact that the 
correlation to commodity prices seems to have reduced recently 
(figure 2). There is some term reduction in the positive correlation 
to the US S&P Equity Index stock prices (figure 1) but the positive 
correlation to world equity markets has also reduced (figure 3).

The AUD spent more of 2011 above parity with the USD than below 
it. In early October, at the most turbulent point of the year when the 
markets were in disarray over Europe and before it looked like the US 
was picking up, the AUD fell to its lowest point of the year at almost 

Figure 1: correlation between AUd and global equity markets

Source: Bloomberg

Figure 2: correlation between dJUBS commodity Index  
and AUd/USd

Source: Bloomberg

Figure 3: mScI World Index correlation to the AUd

Source: Bloomberg

Figure 4: RBA rates forecasts

Source: Bloomberg
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that some of this recent financial turmoil emanated from the US, it is 
understandable that the appreciation in the AUD was partly due to a 
weaker USD. As we can see in chart 8, the behaviour of the AUD is 
extremely negatively correlated with that of the USD so the weakness 
in the USD has benefited the AUD. In addition, despite a very recent 
fall, the AUD is higher than historically, whereas the USD is lower.

The extent of the current financial turmoil is going to be an 
important driver in determining how the AUD will react in the 
coming months. If the crisis remains euro-centric, then the AUD 
will stay relatively strong and the USD relatively weaker, certainly 
compared with historical values. However, if the financial turmoil 
worsens considerably or starts to greatly affect Asia, then the AUD 
may slip below parity as it did a couple of times in late 2011 when 
Europe’s woes were at their worst. If the USD falls dramatically, the 

five cents under parity. This would call into question the idea of the 
AUD being less immune to changes in risk attitude. However, we must 
distinguish between long-term and short-term influences. Some of the 
selling was due to panic but another reason for the weakness could 
have been the reaction of the bond market and its view on the future of 
the cash rate. The short-term money market was factoring in huge cuts 
in the cash rate, down to around 3.2% and this was when rates were 
still at 4.75% was before the November and December 2011 rate cuts 
(figure 4), while the yield on 3-year government bonds fell to below 
4% (figure 5). This meant a major positive plank for the currency was 
removed –that is, support from the difference between Australian and 
overseas cash rates. If the global economy was at risk, the cash markets 
anticipated and accordingly priced for the RBA to respond.

This raises the question–have recent falls in the AUD been due to 
traditional risk aversion or the extreme volatility in the bond market? 
They may partly have been due to market expectations of possible 
changes in cash rates.

Australian bond market taking over the AUd’s 
traditional role of economic shock absorber
Figure 6 highlights that the ratio of the volatility of the AUD to 3-year 
bonds has increased in the past couple of months. It had reduced over 
time as the RBA went from cash movements of 100 bps to 25 bps. How-
ever, in times of crisis this ratio does widen as the market expects major 
movements from the RBA. So, movements in the currency in these pe-
riods could be more about the changes in interest rate expectations in the 
bond market. Has the bond market become the automatic stabiliser for 
the Australian economy, a role previously filled by the currency?

There has been increased volatility in the short part of the yield 
curve, which focuses on market expectations for interest rates in the 
short term (i.e. over the next 2–3 years). Short-term bonds have be-
come extremely expensive, pushing yields down to record lows. In 
times of crisis, the dollar usually slumps, which has benefited the 
economy and given some breathing room. However, with a strong 
dollar putting a strain on the domestic economy at a time when it 
historically would have fallen, the bond market seems to be pushing 
for interest rate cuts to provide that role of shock absorber.

There is another partial explanation for the low yields and that is due 
to demand pushing up prices, which pushes down yields at the same 
time. Because Australia has higher interest rates compared with the rest 
of the world, these yields are still higher than can be obtained in other 
AAA rated countries. By the end of 2012, 80% of the Australian bond 
market was owned offshore showing there is currently strong foreign 
demand for our bonds. With US Treasuries, UK gilts and German 
bunds offering record low yields due to flight to safety buying, the high-
er-yielding Australian market will continue to be attractive. Ironically, 
it is this very attractiveness that will raise prices and push those yields 
lower, further distorting the yield curve and indicating deep rate cuts.

The USd’s effect on the AUd appears  
to be lessening
One change which has affected the AUD recently is the reaction of 
the USD. In the past, the USD has acted as the reserve currency, 
with the largest and most liquid bond market, and has benefited from 
flight to safety buying. In 2008/09, banks that did not have access to 
USD funding bid up the currency to fund their USD exposures so 
that the USD was negatively correlated with the share market. Given 

Figure 5: AUd vs. 3-year and 10-year bond yields

Source: Bloomberg

Figure 6: Ratio of volatility in the AUd to 3-year bonds

Source: Bloomberg

Figure 7: USd and mScI Ac World Indices vs. Australian  
Trade Weighted Index

Source: Bloomberg
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AUD is likely to benefit and vice versa. It is interesting to 
note, however, that the AUD has had an extremely strong 
run since December 2011. The USD has risen over 5% 
against the euro in the past two months but the AUD has 
stayed above parity during that time. This may partly be 
about a euro carry trade similar to the yen carry trade 
of the 1980s and 1990s–investors are borrowing in low-
cost euros and investing in higher-yielding assets over 
here. But could we be seeing the start of a decoupling 
from correlation with the USD?

The dollar, the bond market and 
implications for investment
The landscape has changed for the AUD since the GFC. 
Although the currency has fallen during the most recent 
crises, it has not slid to anywhere near the level one 
would expect given its historical behaviour in such an 
environment. This change of behaviour is also having 
effects on other domestic markets. The bond market 
is showing greater volatility and may be assuming the 
role of shock absorber to the domestic economy that the 
AUD used to fill in times of economic turbulence.

The past six months appear to have changed the 
landscape even further. With the deepening eurozone 
crisis and sovereign downgrades of countries previously 
considered as safe AAA ratings, markets are changing 
fundamentally. Because Australia’s government bonds 
are the highest-yielding AAA rated assets in the world, 
the AUD is likely to stay strong. Investors are starting 
to view Australia as a safe-haven bond market and this 
foreign demand for higher yield is distorting the market 
and may be overstating the expected level of near-term 
interest rate cuts. We may see cuts, but not as much as 
the bond market is suggesting at the moment. However, 
rates are likely to remain relatively low because the 
Australian market is too small to take on considerable 
foreign borrowing. The strong dollar also gives the RBA 
room to cut interest rates since it’s acting to contain 
inflation; so much so that the RBA might not have been 
able to cut rates at all if the dollar were weaker. At the 
same time, it’s placing strain on the rest of our trade-
exposed economy, placing further pressure on the RBA. 
However, Australia’s presently low productivity limits 
the economy’s ability to handle a strong currency, which 
could affect the RBA’s ability to respond.

In our view, there is still a lot of value in our bond 
market, even if the yield curve looks very expensive at the 
moment. Risk-free assets issued by the Commonwealth 
government are very expensive. However, we have seen 
yields or interest rates on assets such as state government 
bonds, supranational issues and investment-grade 
credit paper rise against Commonwealth government 
securities. This even applies to securities guaranteed 
by the Commonwealth government. At these prices 
for assets that are really not very risky, they seem very 
attractive. This is partly due to the persisting market 
pessimism and prevalence of the gloom and doom 
brigade. If the situation in Europe continues to stabilise 
and market confidence returns, then we will likely see a 
reversal of this trend.

However, Europe’s troubles are not going to be fixed in 
the space of a few months and with many other countries 
such as the UK still struggling economically, Australia 
is likely to continue to be attractive to investors, foreign 
and domestic. Over the next few years, the challenge 
for Australia will be how to come to terms with the 
new state of play. We may have to acknowledge that a 
strong dollar is here to stay, and if this is the case, it will 
possibly change the nature of our monetary policy, how 
our economy’s going to work and how our bond market 
is going to react in future. fs
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